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General Business Conditions 


HE year 1958 closed with a renewed 

upswing in business activity, confirming 

earlier appraisals that the slowdown in 

September and October was due largely 

to strikes in the automobile and other 
key industries. With the abatement of these 
temporarily retarding influences, merchants and 
manufacturers have sought to make up for lost 
time. During the fourth quarter, according to 
government estimates, the gross national product 
definitely surpassed the pre-recession peak in 
dollars and roughly equaled it in physical vol- 
ume. So complete a recovery in such a com- 
paratively brief span has fostered optimism for 
further gains in 1959, not unmixed with renewed 
concern about inflationary dangers. 





Industrial activity in general has regained 
more than three quarters of the preceding drop. 
The Federal Reserve index of industrial produc- 
tion (seasonally adjusted, 1947-49= 100) jumped 
three points to 141 in November after rising 
only one point in each of the two preceding 
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months. Further gains in December are expected 
to advance the index to within a few points of 
the 1957 peak of 146. An improved level of new 
orders has stimulated increased activity in steel, 
household durable goods, and other leading in- 
dustries. The major influence in the past two 
months, however, was the drive toward all-out 
production by automobile manufacturers. In 
order to restock dealers after model changes and 
protracted strikes, passenger car production was 
quadrupled between September and December, 
and a sustained high rate is scheduled for the 
first three months of 1959. Auto dealers’ stocks 
are now reasonably adequate in most lines and 
new models face a real test of consumer accept- 
ance. 

Sales of new cars so far have been encourag- 
ing and contributed strongly to the rise of 
seasonally adjusted total retail sales to a new 
record in November. The holiday season brought 
reports of record-breaking Christmas business 
at department stores and continued improvement 
in auto sales. The current buying mood of con- 
sumers reflects their record incomes, increased 
savings and reduced instalment debt, and the 
progress which has been made in cutting un- 
employment. However, prices, though relatively 
stable in recent months, still look high to many 
people, with the result that buying of major 
items is cautious. 


_ Recession Without Deflation 

For the third time since the war, this nation’s 
economy has demonstrated its ability to carry out 
substantial adjustments while still operating at 
high levels. The widespread expectation of 
further gains in 1959 is in marked contrast to the 
pessimistic outlook a year ago. At that time, 
many feared that a major postwar depression lay 
ahead because of excess industrial capacity, top- 
heavy inventories, and saturated consumer de- 
mand. Even persons who considered themselves 
fairly optimistic looked for a prolonged period 
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of “bumping along the bottom” before real re- 
covery got under way. 


Yet by April—only nine months after the 
peak — the recession had hit bottom and a sharp 
and vigorous recovery followed. The upturn was 
triggered by a switch in inventory policy. In- 
ventory liquidation had accelerated to a record 
rate in the first quarter of 1958, but businessmen 
soon found that private demand was not falling 
off as much as they had feared, and defense 
orders were rising. Though they continued to 
reduce inventories, they did so at a slower pace, 
and the level of production rose correspondingly. 


Fina] demand held up well during the reces- 
sion — so well, in fact, that there was no serious 
downward pressure on prices and wages. Both 
wholesale and retail prices were higher at the 
low point of the recession than at the pre- 
ceding peak; factory wage rates continued to 
move upward throughout the business downturn. 
The phenomenon of rising price levels in a period 
of economic weakness stirred expectations of 
still more inflation ahead. nseiiigipenin rose 


sharply during the decline and stayed high in the 
early stages of recovery, as businessmen found 
that the only way to cut the cost of labor was to 
use less of it. 


As the chart shows, consumers and govern- 
ment were important elements in the sustained 
high level of demand during the slump and in the 
recovery which followed. Consumers were able 
to maintain and increase their spending for 


nondurable goods and services because personal 
income remained high. Nearly half of the drop 
in private payrolls between August 1957 and 
April 1958 was offset by the increase in govern- 
ment transfer payments such as unemployment 
compensation — the so-called “automatic stabil- 
izers.” Farm income increased, and dividend 
payments were maintained despite sharply re- 
duced corporate profits. 


Heavy public works spending by state and 
local governments helped offset the business de- 
cline and has contributed to the recovery. How- 
ever, apart from the “automatic stabilizers,” there 
was a noteworthy absence of stepped-up spend- 
ing by the Federal Government while activity 
was on the downgrade, although contracts and 
commitments were made for future spending. 
Only after the bottom had been passed and the 
economy was on its way to recovery did federal 
outlays for goods and services advance signifi- 
cantly. Government policies of easy credit and 
large-scale commitments for mortgage purchases 
by the Federal National Mortgage Association 
helped the recovery in home building. By No- 
vember, the number of new homes being started 
was the highest since the 1955 housing boom. 


Demand Factors in 1959 
The four major ingredients of recovery — in- 
ventory changes, home building, consumer spend- 
ing on nondurable goods and services, and gov- 
ernment purchases — are expected to bring fur- 
ther expansion in 1959, although not necessarily 
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as rapidly as in 1958. Some inventory rebuilding 
will be necessary to handle a rising volume of 
business, although it is likely that buying will 
be done with considerable care. The home build- 
ing industry enters 1959 with a high level of 
financing commitments, construction contracts, 
and homes already under way, assuring a high 
rate of activity in the first half, although the 
possibility of a tightening of mortgage funds 
looms later in the year. Consumer purchases of 
nondurable goods and services should continue 
to grow with income, population, and the up- 
ward trend of living standards. Lastly, state and 
local government outlays for public works are 
scheduled to go higher — probably high enough 
to more than offset any effects of an Administra- 
tion economy drive during 1959. 


The still unanswered questions are those con- 
cerning consumer and business durable goods 
buying. The demand for these items can mean 
the difference between a moderately good year 
and a boom year. Much depends on attitudes. 
It is too soon to judge whether the consumer 
will choose to devote his increased 1959 income 
to replacing his car, appliances, or housefurnish- 
ings, or will decide to use it for some other pur- 
pose. Businessmen may find markets and profit 
margins better than in 1958, but their attitude 
toward large-scale investment programs when 
ample capacity exists in most lines remains to be 
seen. The latest official survey showed a bottom- 
ing-out of business plant and equipment expendi- 
tures, although a vigorous upturn in such outlays 
is not yet in sight. 

Despite the substantial progress made so far, 
the recovery is still young. The demand factors 
in 59 now look strong enough to keep the econ- 
omy moving and to enable it eventually to 
broaden into a higher level of capital spending. 
At the same time, the pattern of recovery may be 
uneven in its impact upon industries and areas. 
Competition is intense and the fortunes of in- 
dividual companies and industries will increas- 
ingly reflect the business acumen and talents of 
their managers. 


It is unlikely that the rise will be a smooth 
one. Right now, the deferred demand resulting 
from strikes is being met with accelerated pro- 
duction and it is reasonable to expect that this 
will taper off somewhat as the catch-up is com- 
pleted. Further strikes, possibly in steel, may 
also interrupt the rise in 1959. 

Basically, the faster the rise the sooner the 
slack will be taken up and the sooner a period 
of leveling off and consolidation can be expected. 
Too rapid a rise, of course, is likely to bring on 


imbalances and excesses, which will require ad- 
justment. There is always this risk in trying to 
do too much too fast. 


Spending Ourselves Rich 


During these last weeks the Bureau of the 
Budget, under the President's direction, has been 
laboring to assemble something close to a bal- 
anced budget for the fiscal year 1960 which 
begins July 1 next. On December 22 President 
Eisenhower revealed that he would propose, in 
his regular budget message in January, a balance 
between revenues and expenditures “in the gen- 
eral area of $77 billion.” He went on to say: 

The budget will provide higher expenditures than 
ever before in time ei ce for national defense. Some 
of our domestic nondefense programs will also continue 
at record high levels. Other domestic programs will be 
held at varying levels consistent with the public interest. 

Reductions in total ding will be achieved in 
part by reason of the ending of temporary programs in 
agriculture, unemployment insurance, and housing. 

The budget will request increased receipts from higher 
postage rates and gasoline taxes, and some new user 
charges for Government services, but will not call for 
general tax increases, 





A balanced budget will be an important and wel- 
come assurance to the people of the country and the 
world that our Government is determined to live within 
its means, thereby doing its part to prevent inflation, 
to encourage economic expansion, and to fulfill American 
responsibilities of world leadership. 

The President's bold proposal was received 
with some skepticism. Senator Styles Bridges 
of New Hampshire predicted that it will set off 
“one of the major battles of the next Congress.” 
Leaders of both parties have lamented the $12 
billion deficit during current fiscal ‘59, but no 
one has had much hope of a balanced budget in 
fiscal 60. A revenue figure of $77 billion — $6 
billion more than the fiscal 57 record — would 
require boom conditions in business which may 
or may not be realized. Curtailing expenditures 
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by $8 billion from fiscal 1959’s soaring $80 billion 
‘ runs head on into the disposition of the Congress 
to add new spending programs and increase 
old ones. 

The DAC Program 

If there were any doubts about the matter, 
it became clear in December that eloquent voices 
will be heard in the Congress advocating more 
rather than less federal spending. The Demo- 
cratic Advisory Council (DAC) on December 7 
issued a policy statement which described the 
“Democratic Task ing the Next Two Years” 
mainly in terms of more federal spending and 
subsidizing. The DAC is a 24-man group includ- 
ing the national party chairman, Paul Butler, 
former President Harry Truman, Adlai Steven- 
son, Senators Hubert Humphrey and Estes 
Kefauver, and a number of state governors and 
committeemen. 

The two most influential Democratic members 
of the Congress, Senate Majority Leader Lyndon 
Johnson and Speaker of the House Sam Ray- 
burn, excluded themselves — apparently because 
they did not wish to feel bound to support the 
platform. A number of other southern Demo- 
crats are known to be strongly opposed to parts 
of the program if not to the whole. Nevertheless, 


the statement has force as an a gg of 


philosophy by what has been called the “pro- 
gressive” or “radical” wing of the Democratic 
party under the intellectual leadership of Leon 
Keyserling, Chairman of President Truman’s 
Council of Economic Advisers, 1949-52, and 
John Kenneth Galbraith, author of The Affluent 
Society. The views in many ways parallel those 
of the AFL-CIO Industrial Union Department 
expressed in a recent pamphlet, Labor, Big Busi- 
ness, and Inflation. 


Truman versus Eisenhower 
Not unexpectedly in a political document, the 
statement contains some strong denunciations of 
the Eisenhower Administration: 


The Republicans have given us unemployment and 
recurrent stagnation with persistent inflation. This, in 
fact, is their unique contribution. 


The New York Times commented editorially: 


It does not seem to have occurred to the authors of 
this document that their own party has been the party 
in power nineteen years of the past twenty-five years, 
and those nineteen years, even in time of peace, have 
set marks for “unemployment, stagnation and inflation” 
a nee during the brief six years . . . in which Mr. 
Eisenhower has been in office. 


The statement puts its primary emphasis on 
pe | economic growth measured by the 
“GNP” —the gross dollar value of the national 
production. The aim, it is said, should be to 


achieve a growth of 5 per cent every year ex 
inflation. 

The statement presents figures which purport 
to prove how economic growth has slowed dur- 
ing the six years of the Eisenhower Administra- 
tion: 

During the last six years of the Truman Administration 
our gross national product, measured in constant dollars, 
increased at an average annual rate of more than 4% 
per cent. During the six years of this Republican Admin- 
istration, the average annual increase has been only 1.3 
per cent. This is intolerable. 

The growth rates given by the DAC appear to 
be for five-year, rather than six-year periods, 
Of course, calculated growth rates, particularly 
for short periods, can be distorted by aberra- 
tions in terminal years. The Eisenhower record 
is hurt by the fact that the last year used, 1958, 
was a year of recession. The results of the com- 
parison would be turned around if one were to 
compare the seven years, 1945-52, in which Mr. 
Truman served as President with the six years 
since 1952 that Mr. Eisenhower has been Presi- 
dent. The score then would be 1.7 per cent a 
year for Truman and 1.9 per cent for Eisen- 
hower. 


In any case it is encouraging that the DAC 
supports economic progress. Everyone can ap- 
plaud if means are found in the next two years 
to improve upon the Eisenhower record. Cer- 
tainly, in emerging from recession, a 5 per cent 
gain should be within easy reach for 1959. 


Five Per Cent a Year 


But the wisdom of reaching for 5 per cent 
growth in GNP every year is open to question. 
In the 48 years since 1909, the real GNP has 
increased more than 5 per cent 21 times, mostly 
in surges as we recovered from business set- 
backs or entered war. We did it in World War 
I, World War II, and the Korean War — when 
people worked harder and er We also did 
it in such years as 1922-23 and 1934-37, emerg- 
ing from deep depression. The norm has been a 
slower rise. The annual rate of increase in real 
GNP, 1909-57, works out at 2.9 per cent a year, 
compounded. 


To set a normal target of 5 per cent seems 
rather fanciful, especially when one considers 
the growing attachment of people for an easier 
pace — more vacations and coffee breaks, short- 
ened working hours, longer schooling, earlier 
retirements, more generous unemployment in- 
surance. 

The DAC has no proposals for radical income 
tax rate reductions to make increased effort more 
rewarding. It has no projects —e.g., toughened 
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administration of unemployment and welfare 
programs — to crack the whip and make people 
work harder and longer. Indeed, Professor Gal- 
braith is renowned as an advocate of taking it 
easy. Without substance in sweat, 5 per cent 
every year is a sedentary dream. 

There is no doubt we can achieve 5 per cent 
a year with the opiate of price inflation. We 
have done it. As the chart shows, the GNP in 
current dollars rose from $33.6 billion in 1909 
to $440 billion in 1957. The average rate of 
growth over the whole period works out to a 
nice 5.5 per cent a year, compounded. But the 
dollar was wasting away in value at an average 
annual rate of 2% per cent, compounded. In 
real terms, as stated earlier, the growth was a 
shade below 8 per cent. 
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It is interesting to observe that the 1957 GNP, 
expressed in heavy 1909 dollars, would be no 
more than $134 billion. The difference between 
this and the $440 billion reported for 1957 
represents a $306 billion fictitious gain from de- 
preciating money. 

The moral is that over-eager effort to force real 
growth spills over into illusory gains from de- 
preciating money. It is such illusory gains which 
the inflationary DAC program has to promise. 


Take-Home Pay 

The GNP to most of us is a vague number that, 
while expressing some kind of national power, 
has little connection with the household budget. 

Something that people can understand better 
is what their take-home pay after taxes will buy. 
Disposable personal income in constant dollars 
increased at an average rate of only 1.1 per cent 
a year under Truman and much faster — 2.9 per 
cent a year — under Eisenhower. This is a trib- 
ute to the lift provided to living standards by the 
ending of the Korean War and reductions in fed- 
eral expenditures and taxes, 1953-55. The means 
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for continuing a 8 per cent or better uptrend in 
buying power of take-home pay after taxes are 
self-evident: reduced government expenditures 
and tax reliefs. 

It would seem from past experience that the 
DAC platform, demanding more federal expendi- 
tures and needing more tax revenues, is bound 
to curb American living standards while stimu- 
lating inflation and the growth of bureaucracy. 
The chief economic adviser to the DAC, Pro- 
fessor Galbraith, does not duck these conse- 
quences in The Affluent Society. In a word, he 
says Americans are too well off and need to be 
taxed more to support public services. A wartime 
price administrator, he would use controls to 
keep the lid on prices. 


The Rationale 


The DAC, less frank than Professor Galbraith, 
presents a tidy rationale, one further developed 
in an article by Mr. Keyserling, “Next Step — A 
600 Billion Dollar Economy?” in the New York 
Times Magazine for November 23. Inflation of 
government spending, we are assured, will s 
economic growth, stop price inflation, balance 
the budget, and even reduce the role of govern- 
ment in our lives. The reasoning runs like this: 

1. The Federal Government, tapping the tills 
of the Federal Reserve Banks to borrow at low 
cost, will put more money in circulation; 

2. With more money in their hands people will 
buy more goods; 

8. More people will be hired to increase pro- 
duction; 

4. Manufacturers and merchants will make 
larger earnings at unchanged prices while pay- 
ing higher wages because higher rates of activity 
will spread overhead costs; 

5. Business, also tapping the cheap money till, 
will spend more to expand capacity and improve 
facilities, thus shaving costs and speeding eco- 
nomic growth; 

6. Increased incomes and profits will sharply 
increase tax revenues and balance the budget; 

7. Private enterprise will be so stimulated by 
increased government spending that the propor- 
tion of government spending in the GNP may 
even decrease. 

In other words, everybody will — more 
for everything. Somehow, miraculously, capacity 
will spring into place to fulfill all wants. 

We have been through all this before, when 
the Korean War broke out in 1950 and everybody 
tried to get more of everything. In only eight 
months, the results were: a 16 per cent jump in 
wholesale prices, an 8 per cent rise in con- 





January, 1959 


IN SS _ -- ER RTSh Nei R WRSCRERA 
Se 


sumer prices, tax increases, imposition of price 
controls, and general restriction of credit with 

ific regulations curtailing access to credit 
for home building and instalment purchases. To 
curb inflationary pressures, and perhaps also with 
a view to checking the drain of gold from the 
U.S. stock, the Federal Reserve found it neces- 
sary to abandon fixed price supports for govern- 
ment bonds. Within 16 months, we had a third 
tax increase and regulations on the use of eritical 
materials for producing cars and appliances. The 
budget did swing into balance temporarily, out 
of the spurt in business profits and substantially 
higher tax rates, but for only one year. 


Slack Capacity 

The whole intriguing analysis starts out from 
the observation that there exist today resources 
for added production. Though business recovery 
is gradually taking up slack, there is excess plant 
capacity in many lines. For example, the steel 
mills in December operated around 75 per cent 
of calculated capacity. Granted demands for the 
right types and sizes of products, and availability 
of manpower, they could produce a third more 
steel. 

Many other, less spectacular, cases of excess 
plant capacity could be cited. But they should 
not blind us to the fact that capacity to increase 
production is much less than it was last April 
at the bottom of the recession and, over all, is 
quite limited. 

Government is hampered by shortages. To take 
a vivid example, intense effort and countless mil- 
lions of dollars have not yet succeeded in send- 
ing a single rocket to the moon. If the armed 
services wanted more battleships and wheeled 
vehicles there is capacity at steel mills, ship- 
yards, and auto plants to build them. But the 
services want other, novel products for which 
needs are greater and capacity is short. Wants 
for the new create excess capacity for the old. 

Similarly, if people bought more cars Detroit 
could probably find men, dies, and presses to 
build more. But people, with heavy taxes, more 
children to feed, clothe and educate, and greater 
desires for other things, have not been testing 
Detroit’s capacity to build cars. 


The Manpower Limit 

However many machines and tools we may 
have, there is no production without men to 
use them. Manpower, in the final analysis, sets 
the limit on production. In recent months peo- 
ple available for work have been officially esti- 
mated around 71.4 million, of whom 3.8 million 
were numbered in November as unemployed. 
This figure cannot be considered as a measure 


of those actually available for work. Unemploy- 
ment is normal in the sense that there are always 
people who are changing jobs, hunting around 
for something better, sick, temporarily laid off, 
or unwilling or unable to move from communi- 
ties where labor is in surplus supply to areas 
where labor is scarce. 


Unfortunately we do not have figures on un- 
filled jobs to match the unemployment data. But 
there are almost always openings employers 
have difficulties in filling. Labor shortages de- 
velop out of lacks of skills and versatilities, out 
of the attractions of leisure, and out of strikes 
directed at extracting higher wages and benefits 
from employers. People often go without work 
because they want too much money for what 
they can do. 


As Christmas shoppers could observe, many 
merchants suffered shortages of competent help. 
More generally, there have been shortages of 
particular talents throughout the postwar years, 
in one part of the country or another, in one 
profession or another. We hear the most about 
shortages of teachers, scientists, and engineers. 
But there are also chronic shortages of handymen 
and household help who also are important in a 
balanced economy. 


A low unemployment figure really means that 
labor is in scarce supply, and that employers 
are being forced to raise wage offers to get peo- 
ple, passing on higher costs in higher prices. 
How far unemployment may be pushed down 
without accelerating inflation is debatable. Mr. 
Keyserling in years past has put the minimum 
figure at 1,500,000. Senator Paul Douglas of IIli- 
nois, an expert on labor statistics, once expressed 
the opinion that using “deficit financing in order 
to drive unemployment down below 6 per cent 
is .. . very dangerous.” We are already below 
this minimum which would be the equivalent of 
4,200,000. 

It may be further observed that every single 
year since 1929 in which unemployment has aver- 
aged less than 2,800,000 has been a year of rising 
prices. Even if we could safely bring the figure 
down from 3,800,000 to 2,800,000, the 1,000,000 
would add less than 1% per cent to the working 
labor force. This is not much slack. 


No doubt acceleration of federal spending 
could stimulate private spending. Think of the 
demand for cars, etc., that would be created if 
Government were to add a million ple to its 
payroll, with or without work to : at $5,000 
a year. The $5 billion a year injected into the 
spending stream would be a powerful stimulant 
indeed. But since the available slack in the labor 





January, 1959 





force would have been absorbed, added man- 
power would be lacking to increase production 
of consumers’ goods. If experience is any guide, 
employers would raise wage offers competitively 
to hold and enlarge their working forces, and 
likewise raise prices to cover costs and to profit 
(like labor) from a sellers’ market. 


Perhaps, through overtime and temporary ad- 
ditions to the labor force, the national produc- 
tion might rise through the inflationary binge. 
But an experiment of this kind would have little 
to do with orderly economic progress and build- 
ing of national strength and prestige. 


Operation Bootstrap 


Mr. Keyserling and the DAC argue that in- 
creased federal spending will so powerfully 
stimulate the private economy that the tax rev- 
enues will soar and rebalance the budget. In 
1933-36, during the depression, we tried this Op- 
eration Bootstrap, trying to balance the budget 
with more federal spending. lt failed even with 
the aid of successive tax increases. With World 
War II, the budget did not get rebalanced again 
until fiscal ’47, after radical curtailment of fed- 
eral spending. 


After the Korean War the budget was not re- 
balanced until fiscal ’56, again after sharp re- 
trenchment in federal spending. 


The DAC has no word to say about saving, 
needed to finance government deficits, home 
building, and industrial progress. The empha- 
sis is on cheap money for all borrowers and the 
only source for such money basically is the Fed- 
eral Reserve Banks. Yet everyone should know 
that financing by borrowing from banks of issue 
is the most inflationary type of financing there is. 


It is inflationary to enlarge government spend- 
ing, to introduce artificial cheap money policies, 
to try to push GNP growth to 5 per cent or bet- 
ter, and to create conditions of labor shortage. 


As Reserve Board Chairman William McC. 
Martin said in a speech in Chicago on December 
12, “experience has demonstrated you cannot 
spend yourself rich.” He went on to ask a ques- 
tion being raised abroad: If Americans are so 
rich they can afford so much, “why don’t they 
pay in taxes or reduce other programs instead 
of giving 1.0.U.’s or simply printing more paper 
dollars?” 


Whatever the justifications for deficit financing in 
time of recession — and at best I sometimes think there 
is a good bit of wishful thinking involved —there can 
be no question that when business is improving and 
moving actively toward higher levels, a budget deficit 
becomes fuel on the fire of inflation. 


Price Controls 

The DAC, flying in the face of all experience, 
suggests that price inflation can be avoided. But 
while theorizing that prices should remain stable 
in the face of inflationary fiscal and credit poli- 
cies, the DAC statement recognizes the probabili- 
ties of rising price pressures. As noted earlier, 
Professor Galbraith favors price controls to keep 
prices down. This, as we know from wartime 
experience, means shortages and black markets. 

The DAC goes only so far as to commend more 
vigorous enforcement of antitrust laws and 
continued stress on investigations into the pric- 
ing policies of American industry. 

Senator O'Mahoney of Wyoming suggests 
“throwing the light of publicity on price in- 
creases” by passing a law to require big corpora- 
tions to give the Congress and U.S. Department 
of Commerce six months advance notice of in- 
tentions to put up prices. It seems scarcely fair 
to put the onus for price increases on particular 
companies when the market conditions for rising 
prices are created by government policy. 

Putting profits — the lifeblood of industry and 
the source of a quarter of the federal revenues 
— in a vise between immovable prices and irre- 
sistibly rising wages would seem a poor method 
for rebalancing the budget, for financing eco- 
nomic growth, or for showing the Russians what - 
a dynamic free enterprise economy can accom- 
plish. For progress we need competitive free- 
dom in price and wage-setting; Government’s* 
job is limiting creation of money to preserve an 
over-all balance. 

Some other advocates of government fiscal and 
credit policies to keep the economy running 
under a full head of steam all the time are more 
frank in their appraisals of the inflatio risks, 
Professor Sumner H. Slichter of Harvard, for 
example, has projected an indefinitely rising price 
trend under the influence of “full employment” 
policies. In various speeches over the past few 
years he has expressed this point of view: 

It is nent for the community to face squarely the 
fact that there is a conflict between maximizing employ- 
ment arid maintaining stable prices. We can keep prices 
stable in the long run, but at the cost of some pre- 
ventable unemployment. 

The DAC formula in brief is a formula of self- 
deception. As so many other governments have 
discovered in the postwar period — indeed over 
all recorded history — trying to do too much, and 
spend too much, and tax too much, and control 
too much spells inflationary disruption of orderly 
work and progress. 

We ought to know better than to travel this 
rocky road. 
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Europe at the Crossroads 


Changes of great import to American business 
are taking place in Europe. On January 1, the 
six European countries associated in the Com- 
mon Market — France, Germany, Italy and the 
already integrated Benelux Union of Belgium, 
the Netherlands and Luxembourg — began re- 
ducing trade barriers among themselves. How- 
ever, efforts so far have failed to work out satis- 
factory trading arrangements that would avoid 
discrimination between the six Common Market 
countries and the eleven other European coun- 
tries associated in the Organization for European 
Economic Cooperation (OEEC). 

Differences on the commercial front have not, 
however, prevented the European countries from 
continuing to cooperate on the financial front. 
In a dramatic series of announcements during 
Christmas week, all of the principal nations made 
their currencies convertible for nonresidents. 
Particularly important, the United Kingdom 
merged the so-called transferable sterling with 
American and Canadian account sterling —a 
move that greatly enhances the usefulness of 
sterling. At the same time, the French Govern- 
ment introduced austere fiscal reforms and ad- 
justed the value of the franc, to make possible 
liberalization of import quotas and to bring 
French prices into better alignment with those 
of neighboring countries. 

Convertibility for nonresidents had been 
pee as far back as 1955 but was prevented 
rom coming into force by recurrent sterling 
crises and the weakness of the French franc. The 
most encouraging aspect of the new moves is, 
therefore, that Western European nations feel 
strong enough to take the plunge. This holds 
promise of further steps toward an orderly 
return to convertibility for residents. 





The Threat of a European Split 


Long before the Common Market countries 
had drawn up their treaty, which was signed in 
Rome in March 1957, it became clear that the 
other eleven countries would have some difficulty 
in accepting the discrimination inherent in the 
preferential arrangements within the Common 
Market. To avoid such discrimination, prolonged 
efforts, led by the United Kingdom, were made 
to establish a Free Trade Area (FTA) that would 
embrace not only the six Common Market coun- 
tries but the eleven others as well. 

As time passed the difficulties of establishing 
the FTA turned out to be more complex than 
originally expected, and last November the 


negotiations collapsed. At the same time, how- 


ever, it was recogni that Europe’s split into 
two trading blocs would be unfortunate and that 
something had to be done to cushion the shock 
on the rest of Europe of tariff reductions and 
quota increases among the Common Market 
countries. 


To alleviate the threat of immediate discrimin- 
ation within Europe, the Six offered to extend 
the first tariff reductions scheduled for 1959 
under the Common Market treaty to all nations 
subscribing to the General Agreement on Tariffs 
and Trade (GATT), including the United States. 
They also offered extension of the first 20 per 
cent increase in quotas to the eleven elke: 
Europzan nations. At the same time they wanted 
to apply to each other, but not to the other 
European countries, an arrangement provided for 
in the Treaty of Rome under which import 
quotas must equal at least $ per cent of each 
Common Market country’s output of any par- 
ticular product. 

The United Kingdom and most of the other 
Eleven offered to match the relaxations sug- 
gested by the Six, including the extension of the 
8 per cent formula. But this was not accepted by 
the Six on the ground that the mutual advan- 
tages under this formula are accompanied by 
mutual obligations provided for in the Common 
Market pact: the Eleven would not be allowed to 
join the club without paying the dues. 


Unable to agree on the Common Market 
countries’ proposals, the Seventeen adjourned 
further discussions until January 15. 


Deeper Issues 


Even if provisional arrangements to avoid dis- 
crimination are made for 1959, in the longer run 
a split within Europe can be healed only by 
some form of free-trade association among the 
Seventeen. 


The crux of the matter is the issue of the 
European tariffs vis-a-vis the rest of the world. 


Until the collapse of the negotiations for the 
FTA it was hoped that tarifis among the 
Seventeen would be abolished, but the Common 
Market countries as a group and the remaining 
countries individually would retain their tariffs 
against outsiders and the freedom of action to 
change them. For imports from outside countries, 
therefore, the FTA would have had twelve dis- 
tinct tariffs consisting of the Common Market 
countries’ common tariff and of the individual 
tariffs of the remaining eleven. 


The Six, particularly France, saw a real diffi- 
culty in a trading arrangement where one of the 
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non-Common Marke: countries could suddenly 
and unilaterally lower its tariff vis-a-vis the out- 
side world. On the other hand, a common ex- 
ternal tariff was held inacceptable by the United 
Kingdom and other countries on the ground that 
it would turn the FTA into an enlargement of 
the Common Market. 


A fundamental difference is that the Common 
Market countries are not seeking merely to cre- 
ate conditions for expanding trade but are aim- 
ing at economic unification.°® 


To reach these objectives, the Six are willing 
to forego sovereign rights over certain economic 
activities by transferring final jurisdiction to a 
supra-national authority. By “harmonizing” their 
economic, financial and social policies, in the 
views of some of the more influential leaders, 
they may lay a foundation for political union. 


In contrast, the countries outside the Com- 
mon Market are unwilling or unable to surrender 
any of their sovereignty in exchange for the bene- 
fits of an integrated community. Switzerland and 
Austria are determined to safeguard their status 
of neutrality, and the United Kingdom could 
join the Common Market only at the cost of 
abandoning its special relations with the Com- 
monwealth. 


New Financial Arrangements 


While the commercial policy problems remain 
pending, the new financial arrangements are 
meaningful steps in the right direction. 


Sterling, the German mark and certain other 
Western European currencies held by nonresi- 
dents were, of course, convertible into dollars 
on a broad scope even prior to last month’s 
moves. Most important, sterling accounts of 
persons in the United States, Canada and certain 
other “dollar” countries have always been con- 
vertible at the official exchange rate; and sterling 
accounts of persons resident outside these “dol- 
lar” countries (and outside the sterling area 
itself) —the so-called transferable sterling cre- 
ated in 1954—could be turned into dollars, in 
markets like Zurich or New York, at a discount. 
This discount was, however. quite small after 
the British authorities began in 1955 to support 
transferable sterling. Such sterling has now been 
merged with American (and Canadian) sterling 
and can therefore be converted into dollars at 
the official rate in London. 


*The Common Market is discussed in the July 1958 issue 
of this Letter and in a pamphlet The European Common 
Market published last year by this Bank and available 
on request. 


Convertibility for nonresidents required far- 
reaching changes in intra-European payment ar- 
rangements. Under the European Mone 
Agreement (EMA) signed in August 1955, whi 
was to come into force when the principal coun- 
tries decided to undertake a joint move to con- 
vertibility, the Euro Payments Union (EPU) 
will now go out of existence. Under the EMA, 
there is no obligation, as in the EPU, to throw 
balances of member countries into the monthly 
clearings; and there is no automatic credit grant- 
ing, as in the EPU, under which members could 
settle debts with 75 per cent gold or dollar pay- 
ment and 25 per cent in automatic credit. The 
EMA provides for a European Fund, with a 
— of $600 million, to extend loans, but these 

ill be strictly on an individual basis to countries 
confronted with difficulties which, in the absence 
of financial assistance, might require re-imposi- 
tion of intra-European trade restrictions. 

The termination of the EPU is likely to be felt 
particularly by France, which ran large deficits 
in its payments with other participating coun- 
tries. Arrangements will also have to be made for 
funding France’s EPU indebtedness. Most of 
Britain’s debt has already been funded. 


The U.S. Stake 


External convertibility in Europe as well as 
the difficulties that have arisen between the 
Common Market and other countries have im- 

rtant implications for this country. Among the 

righter aspects is, first of all, the hope that U.S. 
exporters may gain from situations where ex- 
ternal convertibility of European currencies en- 
ables nonresidents to buy in the Pnited States 
rather than in other markets. The ultimate bene- 
fits will depend partly on the further liberalizing 
of imports from the United States, partly on the 
competitiveness of American prices in world mar- 
kets. 

Furthermore, American exporters will gain 
from the initial tariff cuts that the Common Mar- 
ket countries offered to all GATT members. Just 
what the benefits amount to is not yet quite 
clear. 

At the same time, however, American com- 
panies that are considering investing in new 
plants in Europe or expanding existing facilities 
there will find it more difficult to make decisions 
on the location and the form of new investment. 
For instance, if the Common Market were linked 
with the United Kingdom through the FTA, 
American enterprise would see advantages in go- 
ing into the United Kingdom rather than into 
continental countries. They could get! preferen- 
tial access to the British Commonwealth markets. 
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as well as completely free access to continental 
markets. 

What is at stake, however, is not only future 
trading arrangements within Europe but the suc- 
cess of new opportunities for progress towards 
freer and less discriminatory trade throughout 
the entire Free World. Implicit in the Common 
Market concept is the strong possibility that it 
may turn into a closed preference area that 
would put products from nonparticipating na- 
tions at a disadvantage. To cite only one ex- 
ample of the effects of discrimination, unless the 
Six reduce tariffs on tropical products, which, 
under the Treaty of Rome, are to be imported 
free of duty from the overseas territories of 
the Common Market, many countries of Africa, 
Asia, and Latin America will be adversely af- 
fected. 

Now that the Common Market is a going con- 
cern, it is important to recall that France and 


West Germany, while rejecting the FTA, have _ 


stressed that the European market should remain 
open to multilateral trade among all the OEEC 
countries. However, what form this “multilateral 
association” of the Common Market countries 
with their trading partners ovtside will take is 
uncertain at this time. 


An enlarged European market would still en- 
tail discrimination against non-European exports, 
including those from the United States. This 
country has, however, been friendly to both the 
Common Market and the FTA on the ground 
that a speedier advance toward freer trade among 
neighbors, even though based on discrimination 
against outsiders, may prove acceptable so 
long as it does not raise new barriers to world 
trade. The hope is that the final result wil] be 
greater economic efficiency through an integrated 
Europe and, consequently, greater purchasing 
power and widening markets for imports from 
the United States and the rest of the world. 


The Barbarous Relic 


The $2.3 billion reduction in U.S. gold stock 
during 1958 has aroused discussion abroad of the 
possibility that the U.S. might be forced to de- 
value its currency in terms of gold. This would 
involve reducing the U.S. gold dollar from its 
present weight of one thirty-fifth of a fine ounce, 
writing up the nominal value of the gold stock, 
and raising the price to foreign central banks 
and governments wishing to convert — 
dollars into gold. Many other countries have 
to devalue Sreir currencies since World War II, 
France’s action last month being the latest. The 
idea is that the same could happen here. 





That this talk is irresponsible is indicated by 
the fact — among other valid reasons — that the 
U.S. gold stock, even after 1958’s record loss, 
still exceeds $20 billion: On the other hand, it 
is true in any country that an indefinitely con- 
tinuing loss of currency reserves will at some 
juncture precipitate a “convertibility crisis” and 
compel a devaluation. For the U.S. to devalue 
would be damaging to the financial stability of 
the free world in general and to American pres- 
tige in particular. The fixed relationship between 
gold and the dollar has been an anchor of finan- 
cial stability in a disordered world. 

In the United Kingdom and elsewhere in 
Europe today critical importance is attached to 
fixed exchange rates backed up by gold reserves. 
European wants for gold explain our losses. The 
persuasive British iconoclast, the late J. M. 
Keynes, is shown to have been mistaken back 
in 1923 when he dismissed the gold standard as 
a “barbarous relic.” 

As Keynes recognized, a fixed tie to gold is a 
nuisance to governments bent on financing great 
projects with paper money inflation. Keynes ad- 
mitted that his schemes might be inflationary, 
but counted on “scientific” money management to 
avoid the danger. As had happened so many 
times before in history, this sanguine hope was 
disappointed. Keynes is gone. The inflation lived 
after him and made it necessary for statesmen 
interested in restoring faith in paper to back it 
up with gold reserves. 

It is ironical that today, a generation later, 
Keynes’ disciple and biographer, Roy Harrod of 
Oxford, is leading a crusade for increase in the 
gold price because of a threatened scarcity of 
the metal as a basis for trust in paper currencies. 
To fail to deal with the problem, he darkly 
intimates, would be “a reversion to barbarism.” 
So the wheel turns full circle. Gold regains its 
identification with civilizaticn. 


The Barbarous Era 


For a long time, of course, it looked as though 
Keynes might be right. In 1931 the traditional, 
century-old pace wees Fe sterling to gold was 
severed, introducing a barbarous era of competi- 
tive currency depreciations. Even conservative 
quarters in England had by 1934 accepted the 
view that gold was not essential as the basis for 
the issue of national money, and that nations 
should not be under obligation to make payments 
internationally with gold. 

The devaluation of the dollar in 1933-34, 
and U.S. purchases of gold and silver at high 
prices, stri the outside world of metallic 
reserves and raised reserves here so high that 








they ceased te have any meaning as a protec- 
tion to the value of money. way Nazi 
Germany got along with a minimum of gold 
seemed to prove Keynes’ point that the stan 

had become a relic of bygone days. The gold 
“buried” at Fort Knox became a popular joke. 

During World War II the closing of gold mines 
in the United States and Canada, to conserve 
scarce manpower and materials for the war effort, 
seemed the coup de grace for gold. One com- 
mentator at the time said: “This is the prosaic 
end to something that has been second only to 
love in the hunger of the human race. We don’t 
need gold now,” he added, “except for filling 
teeth.” 

Postwar Renaissance 

The U.S. dollar for many years after the 1934 
devaluation was left insecurely tied to gold on 
what was called a “24-hour” basis, with its gold 
content subject to alteration at the President's 
discretion. But before the war's end it became 
understood again that gold had an importance. 
Presidential powers to revalue the dollar were 
allowed to lapse in 1943, encouraging foreigners 
to freely accept dollars in payment for U.S. im- 
ports. Even so the Allies found that gold had to 
be used for some essential war purposes where 
paper was not acceptable. Finance ministers had 
their banks scurrying around the world in quest 
of gold coins. 

On the continents of Europe and Asia insati- 
able private demands for gold arose as people 
sought protection from paper money inflation. 
To steady confidence in paper currencies, gov- 
ernments and central banks found it desirable to 
deal in gold markets and stabilize market prices. 
No country in the world is on a gold coin stand- 
ard today, though Canada and Switzerland have 
legal provisions for gold coins and a number of 
mints are coining gold for sale in free markets 
at premium prices. Even the Royal Mint, in 1949, 
resumed gold coinage “to give practice to the 
younger generation of workers.” Today sover- 
eigns carrying the queenly head of Elizabeth II 
are on sale in London. Gold coins figure in 
jewelry and decoration as perhaps never before. 

Significantly, the French Government tied to 
gold, rather than to any foreign currency, when 
it revalued the franc last month. It chose to make 
its prospective new “heavy” franc equal te 
18/100 gram of fine gold. 

As Professor Harrod has duly noted: 

. . . the collective wisdom of mankind has assigned a 
certain role to gold. No one can claim that any complete 
substitute eed, oe devised or is in prospect of being 
devised. So that is where we stand. It may not be a 
perfect device, but on the whole it is a remarkably good 
one. 


The Discipline of Gold 

That a fixed gold standard imposes limits upon 
money creation was no new discovery of Keynes. 
The Chinese, nearly 1,000 years ago, as Marco 
Polo observed, used paper money inflation to 
finance projects and economize upon precious 
metals. From 1716-20 in France, John Law 
achieved a brief reputation as a fiscal magician 
by putting into practice a scheme for the govern- 
ment to pay its bills by printing money. These 
experiments foundered on the simple fact that if 
the power to create the means of payment is un- 
impeded, and not tied to a scarce precious metal, 
the temptation to overissue is almost irresistible. 
And money has value only if it is limited in 
supply. 

Finance ministers and central bankers adopt 
and cling to fixed currency values because de- 
valuation not unnaturally has become identified 
in the popular mind with inflation; it reflects 
upon their financial competence. How far Britain 
has traveled since Keynes was demonstrated in 
1949 when the Government put off corrective 
devaluation of the pound from $4.03 to $2.80 
until action became unavoidable. Necessity for 
another devaluation in 1957 was successfully re- 
sisted by a tight money policy that involved 
increase in the Bank of England’s discount rate 
to 7 per cent, highest since 1921. Englishmen 
who advocate dollar devaluation should under- 
stand in this background that the U.S. will hardly 
devalue in the absence of necessity. 


Worrying About Gold 

Professor Harrod is disturbed because Ameri- 
cans are not worrying about gold shortage. The 
reasons are not difficult to find. Gold has been 
ignored because we have had so much more than 
enough. Under Keynes’ influence, it is still widely 
regarded as a mere historical curiosity. 

It would be well if Americans were more 
concerned about the U.S. gold reserve position. 
Other nations, to avoid devaluations, tighten up 
finances when their reserves shrink. Our gold 
outflow is saying that the Government is spend- 
ing too much. If we give heed, the gold standard 
will have served a valuable purpose. 

To devalue in advance of necessity, as Pro- 
fessor Harrod would have us do, would deny 
gold any chance to be practically useful in check- 
ing inflation. 





The 1958 index for this Letter will be available 
without charge later this month. Address requests 
to our Public Relations Department, 55 Wall Street, 
New York 15, New York. 
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One for 
the Money... 


In the ancient and honorable Scottish 
game of curling players strive to be “on 
the broom.” That means placing the curl- 
ing stones in just the pattern indicated by 
the “skip,” who calls the shots as shown 
in our photograph. The skip is the team 
captain ... invariably a skillful and expe- 
rienced curler. 

Skill and experience are also vital 
in the increasingly complex area of per- 
sonal financial planning. A highly com- 
petent, resourceful “skip” is really a must 
here. Our trust company handles this 
assignment admirably. We're “pros,” and 
have been for many years. 

If you are beginning to be concerned 
about the present and future handling 
of your personal assets, a talk with one 
of our officers will prove rewarding. Or, 
as a starter, you could write for a com- 
plimentary copy of “HOW TO GET THE 
MOST OUT OF YOUR INVESTMENTS.” 


The FIRST 
NATIONAL CITY BANK 
of New York 


Personal Trust Services are 
Administered by our Affiliate: 
CITY BANK FARMERS TRUST COMPANY 
22 William St., New York 5 
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